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straight-line depreciation and the year-end "val uation
wite-off." The federal audit indicated that, in many
i nstances, appellant's manner of depreciation resulted
in the reduction of the vehicles' bases bel ow sal vage
val ue and that many of the deductions clainmed on indi-
vidual vehicles were in excess of the 200 percent which
the declining bal ance depreciation method woul d have
provi ded.

For both of the years which were the subject
of the federal audit, the Internal Revenue Service
allowed that part of appellant's depreciation deduction
comput ed pursuanc to the straight-1ine nmethod of depre-
ciation. That conponent of appellant's depreciation
deduction which the IRS determ ned was attributable to
the "valuation wite-offs" was disallowed. In arguing
against the IRS's actions, appellant relied principally
on its contention that its manner of depreciation con-
stituted an "erroneous nethod of depreciation” which,
having been disallowed, permtted it to adopt a proper
met hod of depreciation pursuant to Revenue Ruling
72-491, 1972-2 Cum Bull. 104. The Internal Revenue
Service rejected this position, contending that
appel l ant's adoption of the straight-line depreciation
nmet hod was proper and that it was not disallow ng an
erroneous nethod of depreciation. The IRS concluded
that the "valuation wite-offs" were unallowable |oss
deductions due to shrinkage in narket val ue which had
been inproperly |abeled as depreciation by appellant.

In Novenmber 1975, respondent issued proposed
assessnents for the 1972 and 1973 inconme years based
entirely on the federal adjustnents. Appellant, after
agreeing to a federal settlenent proposal for years
1972 through 1975, which allowed appellant investnent
tax credits, but which sustained the depreciation
adjustnments for 1972 and 1973 and further required
appellant to file its federal returns for 1974 and 1975
in accordance with those adjustnents, agreed to respon-
dent's proposed assessnments for 1972 and 1973 and paid
the deficiencies.

In 1977, appellant's 1974 and 1975 federal
returns were audited. For 1974, the Internal Revenue
Service again disallowed that portion of appellant's
depreci ation deduction which reflected "val uation
wite-offs." Appellant did not deduct the "valuation
wite-offs" as depreciation in 1975. The federal audit
i ndicated that a deduction in the anount of $326,320 was
di sall owed as being attributable to the erroneous
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"valuation Wite-offs.” Using the sane reasoning

enpl oyed with respect to the 1972 and 1973 depreciation
adjustments, the Internal Revenue Service permtted
appellant to conpute its depreciation deduction for 1974
pursuant to the straight-line nethod. Appellant, which
contends that federal net operating |oss and investnment
tax credit carryback provisions would have resulted in
increased federal tax liability had it successfully
contested the depreciation issue, agreed to the federal
depreci ation adjustnents for 1974, However, it pro-
tested the proposed assessment issued by respondent,

whi ch was based entirely uFon the agreed federal adjust-
ments, contesting the disallowance of the deduction for
the "valuation wite-offs." After consideration of
appel l ant's arguments, respondent affirned its proposed
assessnment, thereby resulting in this appeal.

_ Initially, we note that a deficiency assess-
ment issued by respondent on the basis of a federal
audit report 1s presuned to be correct as to issues of

fact, and the burden is on the taxpayer to prove that
which is necessary to upset respondent’'s determ nation.

(Todd v. McColgan, 89 Cal.App.2d 509 [201 P.2d 414]
(%949); Appeal of Jackson Appliance, Inc., Cal. St. B4.

- ——

Equal., Nov. &, 1970; Appeal of VEStern Orbis
Company, Cal. St. Bd. of EquUal., Aug. 1, I97Z) In
opposition to this principle, appellant maintains that
it agreed to the federal adjustnent without admtting to
the validity of the deficiency which gave rise to the
adjustment.  Appel lant asserts that, because of federal
carryback provisions, its federal tax liability would
have been substantially increased had it successfully
contested the issue. Regardless of what notivated
appel lant's agreenent with the Internal Revenue Ser-
vice's determnation regarding its depreciation
deduction, the fact remains that it did agree to the
adj ust ment . | n anal ogous appeal s, where the taxpayers
all egedly agreed to federal adjustnents which did not
result in substantial federal tax liability because of
net operating |oss carrybacks, we held that the presunp-

tion of correctness attached to the assessnent. ( Appea
of Western orbis Conpany, supra; appeal Of Jackson
Alnc., supra.). Consequently, “as appelTant has

not furnished the evidence necessary to establish that
its depreciation deduction was not a conbination of
straight-line depreciation and, *valuation wite-offs,"”
we are required to conclude that respondent's determi-
nation as to this issue of fact was correct.
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While it 1s well settled that respondent's
determ nations as to issues of fact are presuned to be
correct, and that the burden of providing the evidence
necessary to upsct such findings rests with the tax-
payer, it is equally well established-that no such
presunﬁtlon is appropriate as to questions of law. As
to such issues, respondent's determ nations, whether
t hey be based upon a federal audit or otherw se, have
no presunptive validity; (Carrano v. Conmi ssioner of
Internal Revenue, 70 r.2d 379 (24 Cir. 1934).
Accordingly, the issue of mhether appel l ant's manner of
depreciati on was proper nust be discussed on its own
merit.

Appel 'ant notes that Revenue and Taxation Code
section 24349, subdivision (b)(4), permts the deprecia-
tion allowance to be conmputed through use of "any ...
consi stent method productive of an annual allowance"
whi ch does not exceed the depreciation allowance cal cu-
| ated pursuant to the declining balance nethod provided
in subdivision (b)(2) of that section. Appellant
asserts that the manner of depreciation it-enployed
for the year in issue was proper since, as required by
respondent's regulation 24349, subdi vi si on (k)(2), it
set aside an anount for depreC|at|on in accordance with
a reasonably consistent plan. Further, appellant clains
that its depreciation allowance for t he year in issue
did not exceed the anount allowable under the declining
bal ance nmethod. Finally, appellant contends that as
there exists no convincing basis for a change in its
depreci ation deduction for the year in issue, its deduc-
tion should be allowed to stand. (See Cal. ‘Adni n. Cods,
tit. % 24349, subd. (k)(I) After a carefu
reV|eW of the record on appeal , for the specific
reasons set forth below, it is our opi ni on t hat
appel l ant inproperly calculated the amount of its
depreci ation allowance for the year in issue.

Appellant clainms that its "valuation wite-
off" plan of "depreciation" is proper because it accu-
rately attributed a market value, based on the Kelley
Bl ue Book, to each of its leased vehicles. Section
24349 of the Revenue and Taxation Code provi des that a
reasonabl e al | owance for the exhaustion, wear and tear,
and obsol escence of property used in trade or business
shal | be allowed as a depreciation deduction. (See also
Cal. Admin. Code, tit. 18, reg. 24349, subd. (a)(l).)
The depreciation deduction cannot reflect amounts repre-
senting a nmere reduction in, or fluctuation of, market
value.  (jThe Farners Gain Co.', 1 B.T.A 605 (1925);
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Louis Titus, 2 B.T.A., 754 (1925).) Since appellant's
depreclation deduction admttedly reflected anmpunts
representing a mere reduction in, or fluctuation of,

mar ket value, we must sustain respondent's disal | owance
of that portion of appellant's depreciation deduction
representing such "valuation wite-offs."

As noted above, respondent's determ nations as
to issues of |aw have no presunptive validity., (Carrano
v. Comm ssioner of Internal Revenue, sypra.) Conse-
quently, we are NOl bound to accede to its finding,
based uPon a federal audit, that appellant did not
originally adopt an "erroneous nethod of depreciation,"
thereby precluding it fromretroactively adopting a
proper method for the year in issue.

In Silver Queen Mtel, 55 T.C 1101 (1971),
the United State€s Tax Court held that when the taxpayer
had erroneously attenpted to use the double declining
bal ance method of depreciation for used assets, and the
| RS di sal | owed such use for the first year for which the
taxpayer attenpted to use the inproper nethod, then the
t axpayer was pernmtted to "adopt® any permssible
depreci ation nethod, and was not |limted to the use of
the straight-line method. The court held that' the
t axpayer's change of depreciation nethod did not require
the consent of the Comm ssioner of Internal Revenue
since the taxpayer had not regularly conputed its depre-
ciation deduction under the inproper method because the
Conmi ssioner had denied it that choice in the first
instance, i.e., the first year of its attenpted use of
the unacceptable nmethod. Sinmilarly, in Robert M. Foley,
56 T.C. 765 (1971), the Tax Court held that when a
t axpayer used an inproper depreciation method (double
declining balance) in the year of asset acquisition and,
in an amended return for such taxable year, which was
filed prior to filing the return for the succeeding
taxabl e year, adopted a proper depreciation method (150
percent declining balance), such "adoption" invalidated
the original election, and the taxgayer was permtted to
adopt for the first tax year the 150 percent declining
bal ance method. As in Silver Queen Mtel, supra, the
court based its decision on the Tact that the taxpayer
had not regularly used the unacceptabl e nethod of depre-
ciation and therefore was not precluded from adopting a
proper nethod.

_ In view of these two decisions, the IRS
determ ned that when a taxpayer has attenpted to use an
erroneous nethod of depreciation: (i) if, as in Silver
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Queen Motel, supra, the IRS disallows the use of an
impropver depreciation nmethod for the first taxable year
for which the taxpayer attenpts to use the method and
thereby prevents its adoption, the taxpayer may adopt
the straight-line nethod, or any other nethod of depre-
ciation that would have been perm ssible had it been
adopted initially by the taxpayer; and (ii) if, as in
Sopeat M. Foley, the taxpayer filed his first
return using an inproper nethod of depreciation, and
subsequently, but prior to the time the return for the
succeeding taxable year is filed, files an anended
return using a proper depreciation nethod, the use of
the proper nmethod 1s perm ssible without obtaining the
consent of the Conmm ssioner of the Internal Revenue
Servi ce. (Rev. Rul. 72-491, supra.)

Appel lant maintains that its utilization of
straight-line depreciation and "valuation wite-offs"
constituted a nmethod of depreciation which, upon.a
finding that it was inproper, constituted an "erroneous
met hod of depreciation.” Accordingly, appellant
contends, it should be allowed to retroactively adopt a
proper nethod of depreciation for the year in issue. As
previously observed, the IRS considered and rejected an
i dentical argunment raised by appellant with respect to
the federal adjustment of appellant's 1972 and 1973
depreci ation deductions. Respondent, in reliance upon
the sane reasoning enployed by the IRS with respect to
that audit, determ ned that appellant should not be
permtted to retroactively adopt another proper nethod
of depreciation for the year in issue. |n essence,
respondent asserts that the depreciation approach
utilized by appellant was not a method of depreciation
to the extent that one of its two conponents (i.e., the
“valuation wite-off") was not in fact a nmeasure of
depreci ati on. Consequently; respondent continues, as
the only allowabl e conmponent of appellant's nethod was
straight-line depreciation, appellant's nethod of
depreciation was in fact a proper one. Therefore, since
a taxpayer who adopts an acceptabl e nethod of
depreciation on its original return may not, in a |ater
taxabl e year, retroactively change to another acceptable
method (Rev. Rul. 74-154, 1974-1 Cum Bull. 59;

Cinton H Mtchell, 42 T.C. 953 (1964)), respondent
maintains that appellant should not be allowed to change
its method of depreciation as its original "election" of
strﬁjght-line depreci ation was one of an acceptable

met hod.
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After careful consideration of the final issue
Fresented by this appeal, we nust conclude that appel-
ant‘s utilization of straight-line depreciation In
conbination wth the so-called "valuation wite-offs"
did not constitute an erroneous mnethod of depreciation.
Appel lant' s manner of "depreciation" was conposed of two
components, only one of ich, i.e., straight-line
depreciation, constituted a reasonable allowance for the
exhaustion, wear and tear, and obsol escence of its
| eased vehicles. The "valuation wite-off" component,
as previously noted, nerely represented reductions in,
or fluctuations of, market value and, as such, did not
constitute depreciation. Therefore, to the extent that
appellant's plan constituted a nethod of depreciation,
it consisted of only one conmponent: straight-line
depreciation. Accordingly, we mustsustain respondent's
determ nation that appellant's method of depreciation
was a proper one and that it is precluded from
retroactively changing to another acceptable method.
(Adinton H Mitchell, supra.)

For the reasons set forth above, respondent's
action in this matter will be sustained.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T I S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Von Housen Motors agai nst a proposed assess-
ment of additional franchise tax in the anount of
$21,419.25 for the income year ended May 31, 1974,
be and the same is hereby sustained.

Donc at Sacranento, California, this 3rd day
of March , 1982, by the State Board of Equalization,
with Board Members Mr. Bennett, M. Reilly, M. Dronenburg,
M. Nevins and M. Cory present.

~William M. Bennett , Chairman

P R

-.George R. Reilly . ., Menber
_.Ernest. 1. Dronenhburg,. Jr.____ . Member
vins , Member

__Kenneth Cory » Menber
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